National Law School Journal
Volume 4
Issue 1 Changing Investment Climate in India

Article 21

1-7-1992

Changing Investment Climate in India
Dr Nitish K. Sengupta

Follow this and additional works at: https://repository.nls.ac.in/nlsj

Recommended Citation
Sengupta, Dr Nitish K. (1992) "Changing Investment Climate in India," National Law School Journal: Vol. 4:
Iss. 1, Article 21.
Available at: https://repository.nls.ac.in/nlsj/vol4/iss1/21

This Article is brought to you for free and open access by Scholarship Repository. It has been accepted for
inclusion in National Law School Journal by an authorized editor of Scholarship Repository. For more information,
please contact library@nls.ac.in.

Dr. Nitish K. Sengupta
Secretary, Planning Commission of India

All over the world a reappraisal of
foreign direct investment is under way.
The gradual decline in recent years in
the percentage share of bilateral and
multi-lateral concessionallending
in the
international financial flows to developing countries and the more dramatic
drying up of international commercial
bank lending during the 1980s have
given a new focus to the role of Foreign
Direct Investment in the development
process.
This
has
been
further
accentuated
by
the overwhelming
phenomenon
of international
debt
servicing
burden
faced
by
most
countries. Since the early 1980s, the
attitude
towards
FOI has become
generally positive and there has been a
renewed interest on the part of both the
developing countries and the socialist
countries in the flow of FOI, as a source
of foreign investible capital, modern
teclmology
and
management
and
marketing
systems.
Many uf these
countries are currently reassessing and
reformulating
their policies towards
FDI. Despite the general slow-down in
world economic growth during the
1980s, the process of transna tionalization of world production has not been
reversed, and global investment
by
TNCs described as "perhaps the most
important
actors
in
the
world
economy"! has grown at least as fast as

the world
economy.
Some
other
important developments are the strong
emergence of Japanese TNCs relegating
the US and Western
TNCs to a
relatively less important position, the
growing significance of TNCs based on
developing
countries
and
socialist
countries, the rising prominence of joint
ventures rather than subsidiaries as the
main vehicle of FOI, the increasing
importance given to joint ventures in
socialist countries and the evolution of
whole range of non equity forms and
sub-contracting
arrangements
between
firms in developing
and developed
countries. Paradoxical! y, as compared
to the 1960s and 1970s, the volume of
fresh FDI has shrunk in recent years.2
Also in terms of data available, the
capacity for the so-called transnational
corporations
to effect a substantial
increase in investment
through their
own surplus funds, remains doubtful.
And yet, there seems to be an
emerging
consensus
that given
a
mutually beneficial and stable policy
environment
backed by the required
political will, FOI can playa useful role
in the development
process. It can
partially bridge the current account
deficit of recipient countries by inward
inflow of foreign exchange which is not
to be repaid until after the resultant

1. UN Centre for Transnational Corporations - TNCs in World Development, New York, 1988, P.16
2 ibid.
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projects have started earning a surplus.
Also, it can bring in needed technology,
investment finance and marketing and
managerial skills. Many capital surplus
countries are advocating large expansion in the share of FOI. Another
significant recent development
is that
there has been significant increase in the
capacity of institutional investors such
as the Mutual Funds and Investment
Banks located in the industrialised

automatic approval accorded to
direct foreign investment up to
51 % of share capital in 34 groups
of high priority industries.
the declaration that foreign equity
proposals need not necessarily be
accompanied
as in the past by
. foreign technology agreements.
automatic approval to be given to
foreign technology agreements in
high priority areas up to lumpsum
payment of Rs.1 crore;

countries
to invest their surplus in
corporations
promising
steady
and
handsome returns on their investment.
Such funds, in no sense like TNCs, are
taking increasing interest in the capital
markets of developing
countries and
socialist countries.
Several international
organisations
such as the World Bank, the UNDP and
the Asian Development Bank have also
been stressing the need for a larger
volume of FOI and more joint ventures
as
necessary
adjuncts
to
their
proclaimed
policies
of encouraging
private sector initiatives for economic
development.
In this context of renewed

the provision for automatic clearance for capital goods import
provided the foreign exchange for
such imports is obtained through
foreign equity participation.
the announcement that companies
with foreign equity up to 51 % will
be encourages to act as trading
houses primarily engaged in the
export business.
the provision for permitting up to
51 % of foreign holdings, in trading companies mainly engaged in
export business from India;

worldwide

interest in FOI, the current
policy
changes
in India assume
immense
significance. India, after four decades
prejudice against foreign investment,
after
years
of experiments
with
permitting
foreign investment
under
strict performance
criteria, and with
partial indigenisation
of the foreign
companies has now turned to welcoming foreign investment.
The tidal wave of Industrial Policy
changes announced by the new Indian
Government
signifies a phenomenal
opening up of the traditional restrictive

the access given to the small scale
industries
sector
to
foreign
technology tie up and even to
limited
volume
of
foreign
investment (up to 24%);
the setting
up of a foreign
investment promotion board for
negotiating
with multinational
corporations
and given single
point clearance.
These are very important

policy regime in lhis counlry as far as

These

direct foreign investment is concerned.
The following are the key changes:-

abolition of industrial licensing
in 18 industries, the reduction
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number of industries hitherto reserved

of foreign shareholding.

for the State sector from 17 to 8 the

culminated
in the withdrawal
from
India of IBM and Coca Cola, two Chair
leader among MNC's. That lead to a
general
fear psychosis.
for foreign
investment in India. It was on account of

abolition of the requirement of pre-entry
scrutiny of investment decisions under
the Monopolies and Restrictive Trade
practices Act for the so called MRTP
Companies, and the announced intention of closing down chronically sick
public sector enterprises which cannot
be made viable do open up new vista for
direct foreign investment in India.
They signify that India has made
virtually a V-turn from the negative
foreign
investment
policies
that
prevailed during the last 3 decades and
is entering into a foreign investment
friendly regime. Gone are the days of
strict selectivity friendly regime. Gone
are the days of strict selectivity for
permitting
foreign investment
which
was viewed not as a substitute
for
domestic savings, but only as a vehicle
for acquiring
technology
when
a
technology was needed and could not be
acquired
except
through
foreign
investment.
Also gone are the days
when multinationals
were viewed as
camp followers of Western Colonialism
not
essentially
interested
in the
development
of the . third
world
countries, but only in exploiting their
market and cheap labour. Also over is
the almost theological preference for
permitting to foreigners not more than
40% of equity and permitting foreign
majority only in very very exceptional
cases. During the 1970's Indian earned a
certain amount of notoriety in the global
foreign investment market on account of
the FERA (Foreign Exchange Regulation
Act, 1973) exercises when the existing
foreign companies were compelled to go
down to 40% of foreign equity by a
variety of mean" except in some cases
where
their engagement
in export
oriented
activities
or
sophisticated technology .justified higher level

This policy

this negative
policy that the total
volume of direct foreign investment i.e.
foreign equity participation
in India
increased only very marginally from
Rs. 1.4 billion in 1960-61 to Rs. 2.07
billion in 1964-65 and Rs. 3.06 billion in
1969-70, also the share of foreigners in
the equity of the foreign companies
steadily declined. All these are now
things of the past and India has clearly
decided to opt for the general global
trend covering both developing countries and former socialist countries of
trying to woe direct foreign investment
as a means of accelerating development
efforts and bridging
the growing
balance of payment difficulties.
From the point of view of foreign
investors, India is indeed a land of great
promise. The following are some of the
positive inducements for foreign investment in this country:
.
1. India's huge market potential.
Even if we were to exclude from
the currently estimated
population of 850 million those who are
below the poverty i.e. around
30% or taking a more realistic
point of view, even if we were to
assume
that only 25% of the
Indian population are able to buy
products
of modern
industry,
that would
constitute
market
almost equal in size with the
markets
of West Europe and
North America. It is observed
experience tha t in the long run it
is not so much the incentives
offered by most countries as the
market opportunities
that attract
foreign direct investment.
95
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2. The
remarkable
record
of
profitability of the Indian companies in the private sector in
particular the so-called foreign
controlled companies, would itself
provide sufficient inducement.
The recent studies made by
organisations such as the Indo-US
Business Council would provide
eloquent support. According to
the study of 34 Indo-US joint
ventures in Indian for the period
1976-81 the combined sales of all
these companies grow at an
average annual compound rate of
17.9%. Net profit grew at 20.3
percent, 'profit before tax at 15.6
percent, dividends at 14.8 percent
and retained earnings at 22.8
percent. Equity capital grew at an
annual rate of 21.5 percent. Gross
fixed assets grew at an annual
average compound rate of 13.4
percent and total assets at 17
percent. Some of these were
higher than those of their U.S.
principals.
3. India's impeccable record of
honouring international payment
obligations. Even in her most
critical foreign exchange crises like
the one in the late 1950's or the
one during the last one or two
years India always honoured her
international payment obligations
and never sought to put restrictions on the right of the foreign
investor to repatriate the profits
earned or to disinvest whenever
he chose to do so. This contrasts
sharply with the records of most
other third world countries.
4. The existence of a vibrant private
sector in this country is itself dn
inducement and a protection for
direct foreign investment. There is
96

a solid industrial base which has
recorded an annual growth rate of
8.5% in recent years.
5. India has built up a huge and
diversified capital market during
the 1980's. This market comprising 21 stock exchanges is
capable of raising around Rs.
10,000to Rs. 15,000crores a year is
also opened to foreign investors to
raise parts of their project
financing. The country has an
impressive savings record, and a
fast growing number of people
turning from savers to investors.
6. India is the world's third largest
pool of scientific and technological
skill and manpower.
7. One of the widespread banking
and insurance networks in the
third world.
8. India has developed considerable
managerial capability in recent
decades. There is a well-spread
system of management education
which can compare with the best
in the world, and Indian mangers
have proved their worth the
world over. This, along with
India's traditional entrepreneurial
capability, must be considered
great assets unlike in most third
world countries.
9. India has been following a stable
democratic regime since her independence and there is a general
rule of law which also means
non discriminatory treatment of
foreign companies vis-a-vis Indian
companies.
All these special inducements must
be viewed along with the general
positive aspects of the Indian economy
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like a strong and vibrant agricultural
sector which showed its resilience even
during the drought of 1987, a general
growth rate of 5.6% per annum in the
Seventh Plan (1985-90) which is higher
than that of most economies, a fast
growing services sector which itself
indicates a mature economy and one of
the most widespread transport systems
in the third world including the railway
system which can perform fairly
efficiently under good management,
and dependable private sector truck
services.
As against these assets there are also
some liabilities:
1. There is a continuing fear of a long
lasting negative policy regime
despite the announced liberalisation in recent years and recent
months. There is even now a
pervasive xenophobia in some
circles, political and academic, in
relation to foreign investment.
2. The fear of procedural difficulties
still remains.
Many foreign
investors are still not very sure
whether what is being brought
about by the liberalised policy
announcement
will not be
negatived by bureaucratic and
procedural
obstacles.
Many
foreign investors may therefore
prefer to wait and watch for some
more time.
3. There is lurking fear of trade
union intransigence and industrial
unrest
leading
to loss of
production and productivity and
failure to be internationally
competitive.
4. There is perception that in India
there is no easy 'exit' for investors,

after they have effected investments. These perceptions even if
somewhat true in the yester-years
are fast losing their validity in the
changing scenario of current
times. The recent policy and
procedural changes have made
things easier, faster and much
more flexible than before. India's
trade
unions
have
shown
responsibility and responsiveness
to the needs of the time. Even
most leftist leaders have shown
considerable
pragmatism.
As
regards 'exit' there are clear
provisions in our Ind ustrial
Disputes Act and Companies Act
for 'exi t'. These need to be
implemented with political will
and economic realism.
India has been passing through a
policy of adjustment to overcome the
current strain on balance of payment
and severe budgetary deficits and the
Government have taken a number of
significant steps to restore efficiency
and speed in the econ6my and to
combat inflationary pressures. Some of
them have already started showing
fruits and will no doubt yield good
dividend as time passes, if only the
nation is able to withstand the populist
pressure and does not slacken in its'
grim determination to overcome the
crisis through appropriate adjustments.
On balancing the attractions and
disincentives there can be no doubt that
India is a very attractive destination for
direct foreign investment, and foreign
investors will have no cause for regret.
The recent announcements made by the
Indian Finance Minister in course of
the Fund-Bank meeting in Bangkok and
the investment promotion seminar
organised in Singapore also indicated
how serious India is in attracting direct
foreign investment. Among the new
97
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policies announced
highly significant:-

the following

are

1. There will soon be a policy which
will promote Indian Companies to
raise equity capital from international capital markets and list
shares on foreign stock exchanges.
At least one Indian Company has
already initiated steps to raise
bonds internationally
and to get
its scrips listed on stock exchanges
overseas.
2. A new policy on counter trade
which will have a possible list of
items eligible for counter trade as
against the negative list of items
as at present.
3. Permitting foreign currency nonresident accounts as a collateral by
a third party for obtaining loan
from banks and Institutions.
4. Automatic
investment

clearance
proposals

for foreign
in 14 days.

5. Foreign firms might be allowed to
participate
in mutual funds in
India.
6. An

announcement

that

the

present requirement
for foreign
investors to finance the import
needs of projects in India through
their equity to last only during the
present critical balance of payments crisis and is likely to be
removed soon.
7. Lastly, the possibility of the Indian
rupee being made fully convertible on the trade account within 3
years

provided

the

inflation

is

brought down under control and
the overall economy is adequately
strengthened.
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These are highly significant concessions. Overnight all the notorious
restrictions
of the past on foreign
investment seem to have been cleaned
up by a giant broomstick, and in that
process attempts have been made to
integrate
Indian economy
with the
global economy in way it never was
after the 1950's. Foreign investors must
take full advantage of these concessions
to submit investment
proposals and
ensure speedy completion
of these
projects within a short time to avoid
cost and time overrun. In that way they
will be able to take full advantage of the
huge domestic market and also the
potential for larger exports from India.
Foreign investment in India so far has
been abysmally low, not because of the
lack of opportunities, but because of the
fact that India never encouraged foreign
investment as a part of her planned
economic development
and by and
large relied on domestic savings. India
does not even figure in the IMF list of
countries with foreign investment. That
policy has outlived
its time and
therefore India for the fist time is going
all out to woo foreign investment. The
prospects of her success will also be
affected by the currently
prevailing
recession
in most of the western
countries, and the fact that on account
of the recessionary conditions the great
majority of the multinational
corporation may not just have enough of
investible surplus. India should therefore tap small and medium companies
as well as also the trusts and pension
funds etc. which often have enough
resources for investment and who do
not seek to control the companies where
they invest, but look at them only as
investment
opportunities
for steady
and handsome returns. Fund Managers
for such funds need to be specially
addressed
to. But for the general
recessionary
conditions
there
is
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no doubt that India could well emulate
the performance of several countries
like China, Indonesia,
Thailand,
Singapore and Malaysia in attracting
_ sizeable volume of foreign investment.
The question now is whether the
recent and on-going policy initiatives,
and reforms will succeed immediately
in renewing the confidence of foreign
investors and MNC's and bring in
substantial investment flow. Clearly,
the success of these policies will depend
on the sincerity with which they are
given immediate effect, the skill with
which they are marketed abroad and
the speed with which the bureaucratic
and
proced ural
bottlenecks
are
removed. Deeprooted among foreign
investors and bankers is a fear of the
Indian
bureaucracy.
Unfortunately
there are even in the recent announcements aspects which conjure up
unpleasant visions of bureaucratic skull
digging. Thus the statement that
dividend repatriations from the new
investments will have to be covered by
exports earnings although confined
only to the industries specified in
Appendix 3 of the industrial policy
statement may definitely create some
fear. Similarly, the requirement of the
import of capital goods having to be
financed entirely from foreign equity is
also irksome. These conditions are in a
way not different from those which the
Asian tigers or even China have been
insisting upon for years. But in the case
of India these requirements bring in fear
of having to face interminably the
bureaucrats and the Babus, a prospect
which the foreign investors detest. It is
common knowledge that payment in
the case of foreign investment only
takes the form of repatriation of certain
percentage of the profit earned by an
enterprise after it has started production, reached the stage of commercial

profitability and declared dividend.
That would normally happen after at
least 5 to 7 years and well after after the
foreign investment has already been unpackaged and its components like
foreign capitat management, technology and marketing skill have been
absorbed in the country. This repayment will be normally much less costly
than the repayment of international commercial borrowing. it should there be
appreciated that FDI in the long run is
much less expensive and much more
productive than commercial borrowings. In Indian case dividend remittance
by foreign companies have always been
very minimal rising from Rs. 19.40
crores in 1965-66 to Rs. 85.50 in 1986-87
i.e. less than 1% of the foreign capital
invested. If this is the record and if
India's main concern is to ease the
current pressure on balance of payments by significant inflow of FDI, it is
not understood why it is necessary to
put such a stipulation which is neither
necessary, nor desirable. So also is the
stipulation about import of capital
goods being financed entirely from
foreign equity. Many investment
proposals may not require the import of
capital goods. In such cases such
stipulation will be viewed as giving a
handle to bureaucrats and Babus to
procrastinate and delay matters in the
guise of monitoring and supervision, a
prospect which foreign investors would
like to avoid. There may be many cases
where additional imports can be
financed by foreign investors from
foreign
loans.
Such
investment
proposals with foreign equity holding
up to 51 % supplemented by foreign
loans should also qualify for automatic
clearance without the stipulation that
the foreign investors cover the import of
capital goods from their share of the
equity. These are some of the irritants
that need to be removed if India is to
99
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make a policy package which is fully
attractive to foreign investors. A little
modification
can bring in a lot more
investment
and substantially
reduce
pressure on the Balance of Payments.
India has a very large degree of
absorptive capacity for FDL The volume
of FDI in India is only around Rs.3
billion which works out to about 1% of
the GDP and 1 to 2% of the country's
aggregate
cOlporate
equity
capital.
India is not even included in the IMF
list of countries with foreign investment. Also fresh foreign investment has
been one of the lowest in the world
starting with 36.14 million rupees in
1969 reaching 88.26 million in 1980 and
only reaching the somewhat respectable
figures of 2397.27 in 1988 and 3166.65 in
1989. Even that declined sharply in 1990
by 48% at 1283.21 million rupees. This
was on account of the political uncertainty that prevailed during the year
and the fact that the still born foreign
investment
policies
of
the
two
successive
Governments
also kept
foreign investment out. Also there was
not improvement
in the caretaker
Government
during the first part of
1991. Thus on the whole fresh foreign
investment in India from 1969 to 1990
aggregate only to the level of 13400.08
million, peanuts compared to the record
of many of our neighbours
like Sri
Lanka or several other Asian countries
which recently attracted impressive of
the value of US $ 6 billion i.e. several
times the aggregate
foreign capital
investment in India in 6 years between
1979 and 1986. Indonesia attracted $ 4.9
million in 1988, and $ 4.8 million in
1989. A lot more of special promotional
efforts and hard sell would be necessary
for undoing the special negative image
that India
investment
some
100

has in the global foreign
market. India needs to do

vigorous

global

marketing

to

attract FDI and show some spectacular
and visible speed in clearing long
pending
investment
proposals.
The
demonstration
effect of such speed is
expected to show foreign investors that
the changes are really not make-beliefs,
but do signify a new era of pragmatism
and reforms. According to the newspaper reports the Government
under
the new policy of automatic approvals
has already cleared pending foreign
direct
investment
and
technology
collaboration proposals involving U.S.
$ 36.64 million of fresh inflow as on
November 2, 1991. This is in addition to
the collaboration proposals cleared by
the Secretariat for Industrial Approvals
in which there are 12 cases of foreign
equity amounting to $ 56.5 million. The
newly created Empowered
Board is
reported to have cleared two major
investment proposals viz Tata-IBM joint
venture and Ford-Maruti joint venture.
Also the erstwhile foreign investment
Board which hardly met during the
second half of 1990 has now been
abolished so that new investors only
need to go either to the Secretariat for
industrial
approval or to the newly
created Foreign Investment Promotion
Board. It is understood that in normal
cases investors are not eve.n required to
go to the Government but Reserve Bank
of India has been authorised to clear all
normal foreign investment
proposals
falling within the parameters
of the
ann0!-lnced policy.
In permitting
FDI a number
of
developing
countries have in recent
times shown much
innovativeness.
Venezuela used foreign investment in
combination
with the policy of privatisation of state-owned enterprises to
improve her BOP position. She gave
foreign
inves~ors
shareholding
in
domestic enterprises as against foreign
funds
inflow.
Foreigners
acquired
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control
over
these
enterprises
at
depreciated
prices,
but they
also
brought
technology,
marketing
and
management
skill along with investment capital. Thus both the foreign
investors and the host countries gained.
A number of Latin American countries
followed
this practice. Malaysia
in
trying to make use offoreign capital for
BOP support even curtailed her traditional domestic
(Bumiputra)
equity
requirement
in joint ventures. Korea
reduced her internal debt in two years
by 1/3rd by following a liberal foreign
investment policy. All these developments have lessons for the Indian
situation. A large number of India's
public sector enterprises need induction
of capital, technology, new products
and marketing skill. FOI could well be
utilised with this objective in view.
The foreign investment market in the
world is huge. Last year, the total direct
crossborder
investment
in the world
amounted roughly amounted to $ 19R
billion. It has grown annually at more
than 30 percent in recent years. True,
that nearly 70% of it was confined only
to the developed countries, but if India
could attract
a fair percentage
of
whatever portion went from the developed world to the developing countries,
i.e. around $ 65 billion, that itself will
amount
to several
billion dollars.

According to the present figures, only
0.0006 percent of this amount reached
the shores of India. While there is no
reason why we should not aspire to
achieve the rate at which China or
Indonesia attracted foreign investment
(China Attracting $ 6 billion between
19ROand 19R6 and Indonesia attracting $
4.8 billion in both 1988 and 1989), even if
we succeed in getting a 1 percent share
of the world
market
of foreign
investment, that would get India $ 2 to 3
billion in a year. Today countries in the
developing
and socialist worlds are
vying with one another to attract foreign
investment. India is almost the last to
join the queue. But it is never too late.
And given the attractive conditions that
India offers, if only we can remove the
fears and prejudices
which
haunt
fOrt!ign investors - fear of the procedure and of hostile policy - India can
easily attract massive investment funds.
This will be true even if we take into
account the current recessionary condition':; in the global economy, in particular the economies of the developed
countries which generate most of the
foreign
direct
investment.
Indeed,
taking into account all the pluses and
minuses of investment in India, there is
no doubt that for foreign investors, investing in India can never be a risk. Not
investing in India can be one from their
corporate point of view in the long run.
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